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MOTI ON BY SUPERVI SOR M CHAEL D. ANTONOVI CH JANUARY 27, 2004
THE STATE OF CALIFORNIA IS I N A SEVERE BUDGET AND DEFICI' T

CRI SI'S. NECESSARY STEPS MUST BE TAKEN TO RESCLVE THE CURRENT

PROBLEM AND | NSURE THAT WE NEVER FI ND OURSELVES IN TH S SI TUATI ON

AGAI N.
PROPCSI TI ONS 57 & 58 PROVI DE A TWO- PRONGED APPROACH TO

COMBAT THI S DI LEMVA.
PROPOSI TI ON 57 PROVI DES THE RESOURCES NEEDED TO GET OUR
FI SCAL HOUSE I N ORDER W THOUT MASSI VE TAX HI KES OR SEVERE CUTS I N
PROGRAMS THAT | NCLUDE EDUCATI ON, HEALTH CARE AND PUBLI C SAFETY.
PROPOSI TI ON 58 ENSURES WE NEVER GET IN A DEFICIT CRI SIS
AGAI N BY:
* REQUI RING THE LEG SLATURE TO BALANCE THE BUDGET EVERY
YEAR
* PROHI BI TI NG BOND FI NANCI NG OF ANY FUTURE DEFICI T
* LIMTING STATE SPENDI NG TO NO MORE THAN THE GROMH I N THE
STATE' S ECONOWY AND
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« CREATI NG A RAI NY DAY SAVI NGS ACCOUNT TO PAY OFF THE BONDS
EARLY AND HELP THE STATE THROUGH ANY FUTURE ECONOM C
DOWNTURN
|, THEREFORE, MOVE THAT THE BQOARD OF SUPERVI SORS ENDORSE
PROPCSI TION' S 57 & 58 ON THE MARCH 2, 2004 BALLOT.
# # #
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PROPOSITION 57: THE STATE ECQNOMIC RECOVERY BOND ACT

January 28, 2004

ovich

On January 13, 2004, your Board asked my office to review and report back on
Proposition 57, The Economic Recovery Bond Act, which was approved by the
Legislature and the Governor in December 2003. Proposition 57 is being submitted to
the voters for approval in the March Primary election in accordance with Article XVI of
the California Constitution. The Act would authorize the issuance of a bond of up to
$15 billion to assist the State in dealing with an accumulated budget deficit of
$26 billion, according to the Governor.

A similar deficit financing bond of $10.7 billion was approved by the Legislature as part
of the FY 2003-04 Budget, but it is being challenged in court because it was not
submitted to the voters. While the Economic Recovery Bond has been characterized by
the Governor as a back-up for the deficit bond, the Legislative Analyst's (LAO) summary
says that it would replace the earlier bond. The summary is attached.

While the two bonds are similar in that they are intended to allow the State to borrow
billions of dollars to eliminate the deficit from prior years while spreading the cost over
many years, they differ in a number of significant respects that affect both their short
and long term cost. The earlier $10.7 billion bond was to be financed through a
dedicated one-half cent of sales tax revenues, and would cost approximately $2.4 billion
annually for 5 years. The new $15 billion bond is to be financed through a one-quarter
cent of sales tax revenues, and will cost approximately $1.2 billion for 14 years
unless funds are transferred from the Budget Stabilization Account authorized by
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Proposition 58, a linked measure on the March ballot that would require balanced
budgets and create a rainy-day reserve. Each proposition must be approved by the
voters for the other measure to take effect. Proposition 58 is summarized in a separate
report.

The FY 2004-05 Budget proposed by the Governor on January 9, 2004 assumes voter
approval of the Economic Recovery Bond and utilizes $12.3 billion of the proceeds to
solve 47 percent of the $26 billion accumulated deficit. If voters do not approve the
Economic Recover Bond in March, the State would face a $26 billion deficit that may
require a major tax increase, as well as additional budget cuts far beyond what has
already been proposed by the Governor.

Given the heavy financial dependence of counties on State funding and the almost
one-half billion dollar loss of funding that the County would suffer under the Governor's
Budget, a revised State budget that addressed a $26 billion deficit would further reduce
funding for the County. Therefore, | recommend that the Board go on record in
support of Proposition 57.

DEJ:GK
MAL:JR:ib/hg

Attachment

(ld Executive Officer, Board of Supervisors
County Counsel
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December, 2003
Proposition 57

The Economic Recovery Bond Act

Background

California’s Recent Budget Problems. California’s General Fund budget supports a variety
of programs, including public schools, higher education, health, social services, and prisons.
The General Fund has experienced chronic shortfalls between revenues and expenditures
since 2001-02, when the economic and stock market downturns caused state revenues to
decline sharply. To deal with these shortfalls, policymakers have reduced program
expenditures, raised revenues, and taken a variety of other measures. They have also
engaged in various forms of borrowing from special funds, local governments, and private
credit markets.

Deficit-Financing Bond. One of the key actions taken to deal with the projected current-year
(2003-04) budget shortfall was the authorization of a $10.7 billion deficit-financing bond. The
purpose of this bond was to “wipe the slate clean” and eliminate the cumulative budget deficit
that would have existed at the end of 2002-03. This would allow the state to avoid the more
severe budget actions that would have been necessary to eliminate the deficit all at once. The
repayment of the currently authorized bond would be based on a multiple-step financing
process (see shaded box for details). It would result in annual General Fund costs equivalent
to one-half cent of the California’s sales tax—or about $2.4 billion in 2004-05 and increasing
moderately each year thereafter—until the bond is paid off (in about five years).

Repayment of Deficit Bonds

Existing $10.7 Billion Bond. The previously authorized deficil-financing bond
was designed lo be repaid through a mulliple-step process thal “freed up™ a revenue
slream dedicated solely to repayment of the bond. This involved:

« The diversion of a one-hall cenl portion of the sales tax from local governments
lo a special lund dedicated to the bond's repayment.

= A diversion ol property taxes from school disltricts lo local governments lo offset
their sales lax loss.

» Added slale General Fund payments 1o school districts to replace their diverted
properly laxes.

As a resull of these diversions, there is no net impact on local governments or
school districts. The full cosl of the bond's repayment is borne by the state’s
General Fund.

$15 Billion Proposition 57 Bond. Under this proposilion, the bond repaymenl

hitp://www _lao.ca.gov/initatives/2004/57_03 2004 htm 171372004
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meihod described above would be the same, except thal the amount of revenues
diverled would be equivalent to one-quarer cenl of the siale sales tax instead of the
one-hall cent. The full cost of the bond would conlinue 1o be bome by the state's
General Fund.

This deficit bond is currently being challenged in court and has not yet been issued. (In the
meantime, the carryover 2002-03 deficit is being financed through shor-term borrowing, which
is due 1o be repaid in June 2004.)

Projected Shortfall in 2004-05. The state is facing another large budget shortfall in 2004-05,
which we estimate will be in the general range of $15 billion. This estimate assumes that the
currently authorized $10.7 billion deficit-financing bond is sold and that the carryover 2002-03
deficit is thereby taken off the books. Absent the bond proceeds from this sale, the budget
shortfall would be much larger.

Proposal

This proposition puts before the voters authorization for the state to issue a bond of up to
$15 billion to deal with its budget deficit. The bond authorized by this measure would be used
in place of the deficit-financing bond authorized last year by the Legislature.

Repayment of Proposed Bond. The repayment of the bond would result in annual General
Fund costs equivalent to one-quarter cent of California’s sales tax revenues, compared to
costs equivalent to one-half cent of sales tax revenues for the currently authorized bond. In
addition, certain funds transferred to the state’s Budget Stabilization Account (created in
Proposition 58 on this ballot, if approved) would be used to accelerate the repayment of the
bond. The measure includes a backup guarantee that if the sales tax revenues dedicated to
the bond are insufficient to pay bond principal and interest in any year, the General Fund will
make up the difference.

This measure would become effective only if Proposition 58 on this ballot is also approved by
the voters.

Fiscal Effects

The fiscal effects of the proposed bond are summarized in Figure 1, and compared to the
currently authorized deficit-financing bond. The proposed bond would result in near-term
budgetary savings compared to the bond authorized in current law, but added annual costs
over the longer term. Specifically:

htup://www.lao.ca.gov/initiatives/2004/57_03_2004.htm 1/13/2004
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Figure 1

Comparison of Bond Authorized in Proposition 57
With Previously Authorized Bond

Previously
Authorized
Deficit-Financing
Proposition 57 Bond Bond
illion @ 10.7 billion
Bond Amount $15 billion $
Annual General Fund Cosls:
« Annual costs related to sales lax diversion. $1.2 billion P $2.4 billion b
« Potential annual payments from Proposition 58 reserve.€ $425 million in 2006-07 —-
$900 million in 2007-08 =
$1.45 billion in 2008-09¢" -
Years to Pay Off Bond:
« Using only sales lax revenues. 14 5

= Assuming maximum $5 billion contribution from Proposilion 58 9 =
reserve.

2 Net proceeds to the General Fund would likely be less, depending on reserve requirements and other faclors.

b Cosis are for 2004-05. Amounts would increase moderalely annually thereafter. )

€ Based on LAO out-year revenue projections and assumes no suspensions of ransfer to reserve.

d These amounts would increase moderately annually thereatter until cumulative total from reserve equals §5 biffion.

Near-Term Savings. The proceeds from the proposed bond would be up to $4 billion more
than from the currently authorized bond. This would provide the state with up to $4 billion in
additional one-time funds to address its budget shortfall. The state would also realize near-
term savings related to debt service on the bond. This is because the payments would be
based on one-quarter cent of annual sales taxes instead of one-half cent. As a result, annual
General Fund costs would be one-half of the currently authorized bond for the next few years.

Longer-Term Costs. The near-term savings would be offset by higher costs in the longer
term. This is because the proposed bond would be larger ($15 billion versus $10.7 billion) and
it would take longer to repay. As indicated in Figure 1, the proposed bond would likely take

between 9 and 14 years to pay back, compared to a 5-year period for the currently authorized
bond.

Return to Initiatives and Propositions

Return to Leqgislative Analyst's Office Home Page

http://www.lao.ca.gov/initiatives/2004/57_03_2004.htm 1/13/2004
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From: David E. Jansge
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PROPOSITION 58: THE CALIFORNIA BALANCED BUDGET ACT

On January 15, 2004, your Board asked my office to review and report back on
Proposition 58, the California Balanced Budget Act, which was approved by the
Legislature and the Govemnor in December 2003 as part of a compromise that also
includes Proposition 57, the Economic Recovery Bond Act (which is reported on in a
separate memo). As a constitutional amendment, Proposition 58 will be submitied to
the voters in the March primary, however, it will not take effect unless Proposition 57 is
also approved.

The Balanced Budget Act contains a number of reforms to the budget process intended
to address some of the perceived problems in State budgeting during the recent years
of fiscal crisis. These changes include:

« A requirement that the Legislature and the Governor adopt a balanced budget in
addition to the existing requirement that the Governor propose a balanced
budget;

« Authority for the Governor to declare a Fiscal Emergency and propose a plan to
correct a mid-year budget deficit which the Legislature could either adopt or
approve an alternative within 45 days or be prohibited from acting on other bills
or adjourning in joint recess;
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 Creation of a budget reserve — the Budget Stabilization Account (BSA) — and a
gradual process of mandatory transfers to fund it starting in FY 2006-2007 so
that the Fund would eventually grow to 5 percent of the General Fund or
$8 billion, whichever is greater;

« Allocation of 50 percent of the amount annually transferred to the BSA for
repayment of the deficit-recovery bond authorized by Proposition 57 with the
balance available for transfer to the General Fund through a majonty vote of the
Legislature; and

« - A prohibition against most forms of borrowing to cover future budget deficits
(short term borrowing for cash-flow and inter-fund borrowing would still be
allowed).

While these measures stop short of the hard spending cap demanded by some, they
have the potential for improving the State’s budget process. In particular, a budget
reserve of this magnitude would tend to smooth out spending over an economic cycle
and avoid the “boom and bust” budgeting of recent years, thereby making funding for
counties more predictable. On the other hand, by prohibiting most forms of borrowing,
the measure would deprive policy-makers of a potential tool to help balance the budget
in a difficult year, thereby making spending cuts and/or a tax increase more likely.

In light of the fact that Proposition 58 is linked to passage of Proposition 57, whose
failure would likely result in an even greater reduction in State funding for counties than
the Governor's Budget, | recommend that the Board go on record in support of
Proposition 58.

DEJ:GK
MAL:JR:Im/hg

(o Executive Officer, Board of Supervisors
County Counsel
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